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The United States of America (the Government”), gpped sthe bankruptcy court order confirming
Bruce and May Krause's (the “Debtors’) amended chepter 12 plan (the “Amended Plan”). The
Amended Plan dlows the Debtors to use payments recaived under the Consarvation Reserve Program
(“CRP") contract to pay part of amortgage debt (“Mortgage Debt”) owed to the Farm Sarvice Agency
(“FSA”) and bars the Government from offsatting funds from the CRP againg the Mortgage Delt. We
have jurisdiction over this gpped from the find ordersof the bankruptcy court. See 28 U.S.C. § 158(b).
For the reasons set forth beow, we reverse and remand to the bankruptcy court for further proceedings
conggtent with this opinion.

ISSUE

Theissues on goped aeintetwined. They are (1) whether the Amended Plan as proposed by
the Debtors meets the chepter 12 cramdown reguirements; and (2) whether the Amended Plan meets
the feaghility requirement of chapter 12. We condude thet the Debtors failed to meet the cramdown
and feaghility requirements necessary for confirmation of the Amended Plan.

BACKGROUND

The Debtors own aparcd of property (the “Property”). It islocated in Richland County, North
Dakota. Althoughthereareahouseand other buildingson the Property, the Debtorslivein renta property
in Lidgewood, North Dakaota

The Debtors owe the firs mortgage holder, Norwest Bank, approximately $34,632.00. FSA
holds a second mortgage on the Property. Theland was gppraised at $152,000.00. At thedate of filing,
the Debtors owed FSA $198,115.50. The Mortgage Debt gives FSA a secured daim on the Property
of $117, 368.00 ($152,000.00 less $34,632.00).

Approximetely one year prior to filing for bankruptcy rdief, the Debtors began the CRP contract
term. The contract period began October 1, 1998, and ends September 30, 2008. At filing, nine years
remained on the CRP contract. The CRP contract entitles the Debtors to receive payments of
approximatdy $9,622.00 for each year of the contract aslong asthey comply with the contract terms. The
firs CRP payment was mede to the Debtors pre-petition. The Debtors anticipate that podt-petition they
will receive CRP payments for the nine remaining years totaing $86,598.00.
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The Debtors do not work on the farm and have no plansto farm the Property in the future. The
only income they generate from the farm isthe CRP payments. Mr. Krause works as acar sdesman on
sday plus commisson. He earns a net amount of $600.00 monthly from his job and receives socd
security benefits of $621.00 eech month. Mrs. Krause earns gpproximetely $500.00 per month through
her job a a convenience sore and receivesasodid security payment of goproximatdy $322.00 morthly.
The Debtors therefore generate an annud income of  gpproximatdy $34,138.00, consisting of about
$24,516.00 in non-farm income and $9,622.00 in CRP payments.

Family living expenses and farm expenses for the Debtors amount to gpproximatey $20,000.00
per year. Mr. Krause d<0 tedtified thet the Delators are liable for sate and federd income taxes totding
$22,000.00 from the sde of farm eguipment and machingry, dthough the Amended Plan did not contain
provisons for their payment. Thus, fromther annud income of about $34,138.00, the Debtors have
agoproximately $13,475.00 available for debt sarvice.

OnNovember 10, 1999, the Debtorsfiled ajoint petition for Chapter 12 bankruptcy relief. FSA
filedaproof of daminthe Debtors bankruptcy casefor $198,115.50. Theproof of daim doesnot assart
aright of sstoff and does nat indude the CRP funds as property avalddle for sstoff. The Governmert,
acting on behdf of FSA, filed objectionsto the Debotors Chapter 12 plan.

The Debtors then filed the Amended Plan. Theannud paymentsunder the Amended Flanremain
$13,475.00 per year. The Amended Plan dlows Norwest Bank to retain its mortgage lien on the fam.
The Debtors dso propose to make payments owed to Ford Motor Company (“Ford”) on its secured
clam. Nether Ford nor Norwest objected to the Amended Plan.

The Amended Plan cdlsfor $9,185.00 of the $9,622.00 in annud CRP payments to be paid to
the Government on itsM ortgage Debt through direct ass gnment and gpplied to thereduction of theportion
of the Mortgage Deht that is secured by the Government’ s sscond mortgage on thefarm. Theremaining
$437.00will beretained by the Debtorsfor living expenses. The Government daimsthet thefull $9,622.80
securesits $198,115.50 dam. The Amended Plan does nat recognize a right to setoff on behdf of the
Government and does not treat the Government’ s setoff daim as secured.  The bankruptcy court Sated
thet the assgnment under the plan was “for dl practica purposes the equivaent of setoff.”



Although the Amended Plan addressed some objectionsthat the Government hed to thefirg plan,
FSA objected to its confirmetion.  After the bankruptcy court entered an order confirming the Amended
Fan, the Government filed a Mationfor Reconsderation of the Order Confirming the Debtors Amended
Chapter 12 Flan. Atthesametime, the Debtorsfiled amoation for the bankruptcy court to correct adericd
error in the order confirming the Amended Plan. The bankruptcy court granted the Deotors moation to
correct the dericd error and denied the Government’ s mation for recondderation.

The Government filed anaticeof gpped from thebankruptcy court ordersconfirmingthe Amended
Pan and denying the Government's mation for reconsgderation. The bankruptcy court granted the
Govenmeant’ srequest for agtay pending the gpped and enforcement of the Amended Plan was suspended
until ten days efter termination of the Say.

STANDARD OF REVIEW

Thefactsarenotindigoute. ThisCourt reviews de novo the bankruptcy court’ slegd condusions,
and reviewsfor dear eror itsfindings of fact. Fed. R. Bankr. P. 8013. Gateway Pac. Corp. v. Expeditors
Int’| of Washington, Inc., 153 F.3d 915, 917 (8th Cir. 1998); Matinv. Cox (InreMattin), 140 F.3d 806,
807 (8th Cir. 1998); Gourleyv. Usary (InreUsary), 123 F.3d 1089, 1093 (8th Cir. 1997). Confirmation
of aChapter 12 planisalegd question to be reviewed by this Court de novo.

DISCUSS ON

According to the Government, the bankruptcy court miscongtrued the effect of the Debtors use
of the $9,622.00. The Government argues that itsright to offset the CRP payment to the Debtors againgt
its $198,115.50 daim was not induded in the computation of its secured dam. It further argued thet the
effect of the Amended Plan is to permit the Debtors to use the Government’s secured property, the
$9,622.00 in annud CRP payments, to pay the portion of the Mortgage Debt secured by the fam. In
addition, the Government argues thet the Delotors retention of the $437.00 is an unlawful denid of the
Governmant’sright of setoff.

TheDebtors proposad Amended Plan woul d deny the Government any right to offset annua CRP
payments againg the Mortgege Delat for “compdling equitablereasons” The Deltorscdam that they are
entitled to the annua CRP payments from the Government and in the Amended Flan, propose to use the
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CRP paymentsto pay part of the Mortgege Debt. The Debtors argue thet the Government waived any
right to setoff.

Plan Confirmation Pursuant to 11 U.SC. 8§ 122 5

A chapter 12 debtor has the burden of proving thet his bankruptcy plan meets dl confirmetion
requirements. SeelnreSauer, 223 B.R. 715, 726 (Bankr. D. N.D. 1998); In reAlvedad, 223 B.R. 733,
737,n.3(Bankr. D. N.D. 1998). Section 1225(a)(5) of the Bankruptcy Code (the “Code’) explainsthe
Chapter 12 cramdown requirements. In a case where the holder of an dlowed secured daim does not
accept a Chapter 12 plan proposed by the debotor and the debotor fails to surrender the collaterd to the
creditor, the plan must provide the secured creditor two bendfits. 11 U.S.C. § 1225(a)(5)(A) & (C).
Fr4, the creditor mud retanitslien on the collaerd. 11 U.S.C. 8 125(a)(5)(B)(i). Next, the secured
creditor is entitled to the presant vaue of its secured daim asis Sated in section 1225(a)(5)(B)(ii) of the
Code:

the vaue, as of the effective date of the plan, of property to be digtributed by the trustee
or the debotor under the plan on account of such dam mugt nat be less then the dlowed
amount of suchdam.

11 U.SC. § 1225(3)(5)(B).

The Amended Plan is not confirmable pursuant to section 1225(a)(5)(B)(ii) because the
Government's secured daim is much larger then that provided for in the Amended Plan. The Debtors
should have drafted the Amended Plan to reflect the Government’ s secured daim totaling $203,966.00,
$117,368.00 secured by the Property and $86,598.00 in secured setoff rights from nine years of CRP
payments. Ingeed, the Amended Plan failed to indude an $86,598.00 component for setoff rights on
behdf of the Governmentt.

Secured Setoff Rights

The Codedoesnot cregteafederd right of setoff. See Citizans Bank of Md. v. Srumpf, 516 U.S.
16, 18, 116 S.Ct. 286, 289 (1995); Sauer, 223 B.R. a 724; Alvadtad, 223 B.R. a 741. Section 553(a)
of the Code datesthat “thistitle doesnot affect any right of acreditor to offset amutud debt owing by such




creditor to the debtor.” 11 U.S.C. 8 553(9). To edtablish aright of setoff, the Government must prove
four dements

1 A debt exigsfrom the Government to the Debtors and that debt araseprior tothe
commencament of the bankruptcy case

2. The Government has a dam agang the Debtors which arose prior to the
commencement of the bankruptcy case:

3. The deat and the daim are mutud obligations, and

4. That the Government would havetheright to offset the debt under non-bankruptcy
law.

SeenrePace, 257 B.R. 918, 919 (Bankr. W.D. Mo. 2000).

The Debtors concede that dl dements of sstoff exigt and are satidfied by the Government. The
amount subject to setoff isasecured dam. See 11 U.S.C. § 506(q) (“an dlowed dam of acreditor. . .
thet is subject to sstoff under section 553 of thistitle, isa secured dam . . . to the extent of the amount
subject to setoff.”); In re Cookis, 157 B.R. 385, 388 (Bankr. S.D. Ohio 1993).

Waiver of Secured Setoff Rights

According to the Debtors, the Government waived its sgtoff rights because its conduct was
inconggent withits subssquent setoff daim. The Debtors notethat the Government’ sproof of daim meade
no mention of satoff rights and thet, pre-petition, the Government voluntarily made a CRP payment tothe
Debtors. The Debtors waiver of daim argument lacks merit. The bankruptcy court acknowledged thet
acreditor waves his stoff rights by conducting himsdf in away that isincondsent with sstoff. Further,
the bankruptcy court Specified that when determining whether crediitorsultimatdy waived their sstoff rights,
courtsdo nat focus on isolated events, but rather, on whether creditors continudly waive their setoff rights
throughout the adminigration of their cases. The bankruptcy court mede afinding of fact thet the Lender
did not waive his setoff rights because the Lender raised setoff in his objections to both the firgt plan and
the Amended Plan and filed anamended proof of daim reflecting hissetoff rights. The bankruptcy court’s
finding that the Government did nat walve its secured setoff rights was not dearly erroneous.



Modifications or Denial of Secured Setoff Rights

We hold that the Government has the secured right to setoff and can exerdseits stoff right when
the automatic day islifted. See 11 U.S.C. 8 362 (8)(7). The bankruptcy court cited numerous cases
suggedting thet courts have the discretion to prohibit or redrict the setoff right in the presence of
“oompdling drcumdtances” It found thet a compdling equitable exception to the right of setoff was
interference with the Debtors ahility to reorganize.

The Government’ s setoff rights cannot be modified or denied due to “compdlling drcumdtances”
The Codemerdly confirmsaright of setoff in bankruptcy proceedingswhereit existisunder non-bankruptcy
law. It isslent regarding equitable consderations for modifying or denying setoff. See Sauer, 223 B.R.
a 726 (emphadzing that setoff isaright and sating that equitable congderations do not absolve thet right
onceit isedablished). The only exceptionsto the rule that a creditor’ sright to setoff remains unaffected
in bankruptcy are those found in section 5532 1d. at 725.

Whendenying setoff, the bankruptcy court reesoned thet assgnment of ninety-five per cent of the
CRP payments to the Government under the Amended Plan amounted to the same thing as setoff.> We
dissgree. Assignment and setoff are not synonymous. The Government’ s setoff rights are unique because
they are treated as secured debt. In addition, setoff places the Government in a postion of control that
assgnment does not.

2 The bankruptcy court cited case law to support its condusion thet setoff rights can be dtered
for eguitable reesons in the presence of “compdling crcumdtances” Any caselaw dlowing such
modification or denid of setoff rights holds no waight againg adear aasance in the Code of theright to
modify or deny satoff rightsin the Code. See New Jersey Nat'| Bank v. Gutterman (In re Applied
Logic Corp.), 576 F.2d 952, 957-58 (2nd Cir. 1978)(footnote omitted) (citing Studey v. Boyldon
Na'l Bank, 229 U.S. 523 (1913)).

% The Debtors argued that under the Amended Plan, they only retain $437.00 of the
$9,622.00, gpproximatdly five percent of the annual CRP payment. Under the Amended Plan, the
Debtorswould not use only five percent of the CRP payment. Rether, the Debtorswould use
$9,185.00 of the CRP payment to apply againgt the Mortgage Debt and $437.00 for their living

EXpenses.
-7-



Becausethe Debtorsfail to recognizeand providefor payment of the Government’ ssecured setoff
damin the Amended Flan, the Amended Plan should not have been confirmed.

Plan Confirmation Pursuant to 11 U.SC. 8§ 122 6

Section 1225(a)(6) of the Code, thefeaghility provison, Satesthat acourt should confirmaplan
if “the debtor will be adleto makedl payments under the plan and to comply withtheplan.” 11 U.SC.
§1225(a8)(6). Reasonable assurancesthat the plan can be completed and thet the planwill cash flow are
required of the debtor. Sauer, 223 B.R. a 726. Whether the Debtors can propose another plan that
would meet the feaghility provisons of the Code s perhaps dubious, but we bdieve the Debtors should
neverthdess be given that opportunity.

CONCLUSION

The Amended Planas proposed by the Debtorsis not confirmable because it doesnot recognize
and provide for payment of the Government's entire secured dam as required pursuant to section
1225(8)(5)(B)(ii) of the Code. In addition, the Amended Plan is not feasible because the Debtors can
not use the CRP paymentsfor funding. For theforegoing reasons, thejudgment of the bankruptcy court
iIsreversed. This caseis remanded to the bankruptcy court for further proceedings condstent with this
opinion.

A true copy.
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